



Working paper. Economics 
ISSN 2340-5031 




































Serie disponible en http://hdl.handle.net/10016/11 
 
Web: http://economia.uc3m.es/ 
Correo electrónico: departamento.economia@eco.uc3m.es 
Creative Commons Reconocimiento-NoComercial- SinObraDerivada 
3.0 España  




STRATEGIC INCENTIVES FOR KEPPING ONE SET OF 
BOOKS UNDER THE ARM’S LENGTH PRINCIPLE* 
 
 
Ana B. Lemus and Diego Moreno  






The OECD's recommendation that transfer prices between multinational 
enterprises and their subsidiaries be consistent with the Arm's Length 
Principle (ALP) for tax purposes does not restrict internal pricing policies. 
However, we show that under imperfect competition firms may choose 
to keep one set of books (i.e., to set transfer prices consistent with the 
ALP), as a way of softening competition in the external market. As a result, 
firms' profits are greater, and the surplus is smaller, than under vertical 
integration. In contrast, when firms keep two sets of books (i.e., their 
transfer prices differ from those used for tax purposes), competition 
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Transfer pricing policies of multinational rms have important implications since
exports and imports from related parties are a dominant share of the trade ows 
see Bernard, Jensen and Schott (2009). Transfer prices serve the purpose of both
allocating costs to subsidiaries and determining the tax liabilities of parents and
subsidiaries. Policy makers are aware of the possible use of transfer prices as a
device for shifting prots into low tax jurisdictions, and tend to follow the OECD
Transfer Pricing Guidelines for Multinational Enterprises and Tax Administrations,
which recommend that, for tax purposes, internal pricing policies be consistent with
the Arms Length Principle (ALP); i.e., that transfer prices between companies of
multinational enterprises be established, for tax purposes, on a market value basis,
thus comparable to transactions between independent (unrelated) parties -see [23].
Multinational rms must therefore choose whether to use a single transfer price for
both internal transactions and tax purposes (i.e., keep one set of books), or set internal
transfer prices di¤erent from those used for tax purposes (i.e., keep two sets of books).
Under vertical integration the choice between keeping one or two sets of books is
irrelevant. However, under delegation this choice may be relevant since managerial
incentives may not internalize properly the impact of decisions on the rmsconsoli-
dated prots, even when tax rates are equal across jurisdictions. Thus, the impact of
alternative accounting policies may depend on the market structure. In a monopoly
setting, Baldenius, Melumad and Reichelstein (2004) show that keeping two sets of
books allows rms to deal with conicting managerial objectives. Under price com-
petition, Göx (2000), and Dürr and Göx (2011) nd that rms may benet from
strategically using the same transfer price for tax and managerial purposes, conclud-
ing that the ALP may provide a rational for vertical separation. (The literature has
established that in the absence of the ALP vertical separation intensies or alleviates
competition depending on whether rms compete in quantities or prices see Vickers
(1985), Fershtman and Judd (1987), Sklivas (1987), Alles and Datar (1998).)
In this paper, we study the accounting policies the arise when transfer prices are
consistent with the ALP for tax purposes, as well as the properties of the ensuing
market equilibria, under vertical separation, imperfect competition and quantity set-
ting. Quantity competition provides a reduced form model for the analysis of more
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complex forms of imperfect competition; e.g., capacity choice followed by some kind
of price competition  see Kreps and Scheinkman (1983) and Moreno and Ubeda
(2006). Following the literature, we assume that parents maximize consolidated prof-
its, while subsidiaries maximize their own prots see Gal-Or (1993). Since changing
a rms accounting policy typically involves high administrative and consulting costs,
in our setting the choice of accounting policy serves as a commitment device see
Göx (2000), Arya and Mittendorf (2008) and Dürr and Göx (2011). (The literature
has studied other commitment instruments such as distorting managerial compensa-
tion, e.g., Fershtman and Judd (1987), Sklivas (1987), sinking capacity investments,
e.g., Dixit (1980), Spence (1977), building inventories, e.g., Ware (1985), limiting
information acquisition, e.g., Einy, Moreno and Shitovitz (2002), Gal-Or (1988), or
using cost allocation rules, e.g., Gal-Or (1993), Hughes and Kao (1998).) Moreover,
since accounting policies tend to be public, we assume that they are observed by
competing rms before making output and transfer pricing decisions. (Accounting
policies are disclosed in management discussions and annual reports, and are reported
to securities and exchange commissions, tax authorities, etc.)
In our framework there are two markets, which we refer to as the Latin (home)
market and the Greek (external) market. There are two rms engaging in Cournot
competition in the Latin market. These rms have subsidiaries, which in turn engage
in Cournot competition in the Greek market. Parent rms simultaneously choose their
accounting policies. Upon observing accounting policy choices, parents simultane-
ously make output and, when relevant, internal transfer price decisions. Competition
in the Latin market provides a reference price on comparable market transactions,
and hence determines the rmstax bills. Subsidiaries, upon observing accounting
policies, outputs and internal transfer pricing decisions, simultaneously make output
decisions. Thus, competing rms face a three stage non-cooperative game of complete
information. A subgame perfect equilibrium (SPE henceforth) of this game identies
the rmsaccounting policies as well as their outputs in the Latin and Greek market.
We study the properties of SPE.
Using backward induction, we identify the SPE that may arise in our setting.
Given parents accounting policies, outputs, and transfer pricing decisions, which de-
termine the subsidiaries costs, subsidiaries compete a la Cournot. It is therefore
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straightforward to identify the ensuing equilibrium in the Greek market. We proceed
to study the equilibria that arise in subgames identied by parents accounting policy
decisions. Using these results, we determine the accounting policies that are sustained
by SPE.
In a subgame in which both parents keep one set of books (i.e., the good is
transferred to subsidiaries at the price it is sold in the Latin market), a parents output
decision must internalize its impact on the transfer price of its subsidiary (as well as its
subsidiarys rival). Thus, parentse¤orts to alleviate double marginalization intensies
competition in the Latin market. As a result, in equilibrium the output served to the
Latin (Greek) is larger (smaller), and hence the surplus realized is larger (smaller),
than under vertical integration. However, we show that rmsconsolidated prots
are greater, although the total surplus is smaller, than under vertical integration.
Thus, keeping one set of books serves parents as an instrument to soften competition
in the Greek market, and ultimately leads to larger consolidated prots. Hence the
adoption of the ALP, when it leads rms to keep one set of books, provides a rationale
for vertical separation. (This conclusion stands in sharp contrast to the results of Göx
(2000) and Dürr and Göx (2011), who nd that with quantity competition vertical
separation intensies competition.) Note that when both rms keep one set of books
adopting the ALP as a guideline for regulating transfer prices has negative welfare
implications for the external country, as the surplus in the Greek market decreases.
(Interestingly, adopting the ALP does not achieve the objective of protecting the
external countrys tax base either see Lemus and Moreno (2019).)
In a subgame in which both parents keep two sets of books, i.e., transfer prices
di¤er from those used for tax purposes, internal transfer prices give parents an instru-
ment to gain a short of Stackelberg advantage in the external market. As a result,
competition intensies in the Greek market. Interestingly, the ALP creates a subtle
link between the two markets, which intensies competition in the Latin market also:
since the transfer price for tax purposes is the price in the Latin market, each parent
can improve the competitive advantage of its subsidiary by increasing the tax liabil-
ity of its subsidiarys rival, which can be achieved by increasing output in the Latin
market, thus reducing the price. As a result, the output in both markets are greater,
and hence the surplus is larger, than under vertical integration. Therefore, adopting
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